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HOW THE STOCK-MARKET KEFLECTS YALUES. 

BY OHAHLES A. CONANT. 



It is a truism that changes in the value of corporate properties 
are reflected by changes in quotations for their shares in the stock- 
market. It is not so well understood, perhaps, outside of eco- 
nomic circles just how far values in the stock-market also reflect 
the values of other forms of property, and determine the direc- 
tion of the employment of capital. It is sometimes assumed that 
the stock-market is a thing apart from other markets, and that 
such persons as the manufacturer, the merchant, and the dealer 
in real estate need not give attention to its vagaries as having any 
bearing on their own transactions. It is proposed here to show 
that quotations on the stock-market, while more sensitive than 
those for other forms of property, in the long run reflect all values 
which are influenced by the supply of capital and determine the 
direction in which new capital shall be applied. 

The stock-market is the barometer of the supply of uninvested 
capital and the demand for it. The fluctuations in the different 
classes of securities on the stock-market afford an index to the 
owners of free capital in what direction it can be most profitably 
invested. If Western railway stocks, for instance, are high, it 
is an indication that they are earning large dividends, and is an 
encouragement to float new enterprises of a similar character. 
Similarly, if the earnings of steel companies are poor, their 
securities decline in value, and this is a convincing warning to 
capitalists not to buy the securities of new steel enterprises. Mis- 
takes, miscalculations, over-sanguine estimates of the future, too 
rapid discouatiBg of prospective benefits, are, of course, con- 
stantly taking place, but they are mistakes which are quickly 
corrected when the sensitive indications of earning power and 
stock-market values give clear warning. 
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Prices, whether of commodities or of securities, are an index 
of relative values. If a bushel of wheat sells for one dollar at the 
same time that ten pounds of cotton sell for one dollar, it is an 
indication that these quantities of these two articles are of equal 
values. But when a bushel of wheat sells for 80 cents and ten 
pounds of cotton continue to sell for one dollar, the fact is ex- 
pressed that wheat has fallen in relation to cotton in the value 
proportion of one-fifth. It is the same in regard to securities. 
If the Blank Bailway stock sells at 120 while some other stock 
sells at 100, it is an indication that in the estimation of buyers 
the Blank Kailway stock is worth twenty per cent, more than the 
other stock. Any common denominator would express the ratio 
of value between wheat and cotton, like the use of the numerals 
4 to 5 or 4-5 to 1. Money has come to be used in civilized com- 
munities, however, to express this relation, so that relative values 
take the form of prices. It remains to point out how these ratios 
of value, as reflected in prices, determine in the long run the 
direction of the entire economic efficiency of a community, — that 
is, the direction in which every man shall apply the savings of his 
past labor and his actual future labor. 

As already pointed out, the value of commodities is a question 
of their relationship to each other. The interposition of money 
in a sense complicates the determination of value. It greatly 
simplifies the expression of other values because it affords a com- 
mon denominator, but it introduces the element of possible fluc- 
tuations in the value of money into the fluctuations of relation- 
ship between different commodities. Money is itself a commodity 
highly sensitive in its relationship to other commodities. Whether 
changes in its value are the result of causes arising in connection 
with money or causes arising in connection with goods can be 
passed over here. It is only necessary to point out that money 
is in a sense a commodity of a highly variable value, because it 
reflects the changes of relationship between all other things. 

Heal money in gold-standard countries consists of gold. The 
floating stock of gold, therefore, in any community may be de- 
scribed as on the margin of values, because it is highly sensitive 
to events affecting the economic relations of demand and supply 
of other articles. Gold is the most acceptable of all commodities, 
because it is the most exchangeable. Almost equally available, 
however, for exchange are other forms of currency, many forms 
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of credit, like bills of exchange, drafts and foreign balances, and 
the active stocks quoted on the stock exchange. Especially avail- 
able are those securities dealt in between several countries, which 
are the subjects of arbitrage operations. If 100 shares of one of 
these stocks can be sold in London at a slightly higher price than 
it can be bought for in New York, due consideration being given 
to rates of interest and exchange, then it becomes a useful medium 
for transferring capital or credit. In some respects such securi- 
ties are even more mobile than gold, although not more mobile 
than credits which are transferable by cable. 

While securities are, therefore, practically as sensitive to 
changes in value as gold or foreign credits, yet in a graded scale 
of such sensitiveness or mobility gold would, logically at least, 
be put first; other classes of currency next; then other forms of 
credit; then stocks on the active list; next stocks and bonds suit- 
able for trust funds and usually on the inactive list; then raw 
materials of production; and, finally, fixed capital in the form of 
manufacturing plants, railways, and improved real estate. A dis- 
turbance of the economic order, whether by a shock to confidence 
or by an increased demand for given products, acts first upon the 
demand for banking credits, which rest upon gold; then upon 
the prices of active stocks; then upon those less active; and, if 
persistent in its operation, upon the prices of the materials of 
industry, upon the values of manufacturing and transportation 
plants, and even upon real-estate values of all classes. 

It might seem at first blush as though only those values were 
affected by the stock-market which are represented by securities 
quoted on the market It is undoubtedly the fact that it is these 
quoted properties which are most sensitive to changes in the con- 
ditions which affect value. The so-called " active " stocks in the 
market — those which are most traded in by speculators — consti- 
tute a sort of elastic element, below which are the more solid 
securities which are less active, and, farther down, properties 
which are not represented by securities at all. Many of the 
changes in the stock-market, especially those of a day or a week, 
do not seem to be reflected directly by corresponding changes in 
the values of other property. The owner of a house or a build- 
ing-lot in New York or Washington, or of a farm in Illinois or 
Nebraska, does not change the price of his property because Penn- 
sylvania Eailroad stock has fallen three points the previous day 
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in Wall Street, or the Steel Corporation has reduced its dividend. 
If, however, the causes which produce these changes in the quota- 
tions for stocks are permanent or serious in their character, they 
sooner or later react upon all values, whether they are represented 
by stock-exchange securities or not. 

Even in respect to the fluctuations of a day, while they may not 
result in a deliberate change in the price of a property, they may 
affect the possibility of its sale. In an ascending stock-market, 
regarded as the index of genuine business progress, a purchaser 
of ground for a new factory will be much more disposed to pay 
the price charged than in a falling or irregular market, which 
may be the index of industrial troubles to come. Subject also 
to the influence of stock-market hopes or fears will be the man 
purchasing land for a new home, in the expectation of continuous 
business prosperity. If he doubts the future, he will wait, and if 
he waits long the market for real estate, as well as that for stocks, 
will feel the influence of his waiting. Thus it is clear that all 
properties substantially reflect sooner or later the sensitive indica- 
tions of changes in value afforded by the stock-market. Those 
influences which merely make for delay and for a " slow " or 
" heavy " market are less apparent, because they cannot be reduced 
to a definite mathematical expression. It is upon the stock- 
market that new influences affecting values are felt most promptly 
and keenly, because the market is capable, by fractional changes 
in quotations, of measuring them through the medium of price. 

The " active " stocks fluctuate more frequently and widely than 
other classes of property because they are on the margin of specu- 
lation. They represent marginal investment in several senses. 
They represent usually properties whose dividends are more likely 
to be suspended, or their prospect of future dividends postponed 
or impaired, by unfavorable developments affecting value than the 
bonds or "^ilt-edged " stocks which are not the subject of specula- 
tion. Their origin and position are well defined by Emery:* 

"Each new enterprise must stand the test of criticism, and unless 
unusually sound will be the subject of active speculation. Its ups and 
downs follow the changes of opinion, until gradually a continuous flow of 
dividends of moderate amount shows the stability of the real value (or 
lack of dividends shows the valuelessness) of the security, and specula- 

*" Speculation on the Stock and Produce Exchanges of the United 
States," p. 153. 
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tion ceases. The particular investment has been put through the ordeal 
and come out whole. It then becomes a field for the private investor. 
Many of the more active stocks of to-day may run the same course, and 
fall into the honorable obscurity of certainty." 

Ih another and perhaps more distinctive sense the active stocks 
are on the margin of speculation, because they are more influenced 
than other properties by the amount of free capital in the mar- 
ket. There is always an undistributed supply of these active 
stocks which is readily absorbed when surplus capital is plenti- 
ful, but which proves a weight upon the market when free capital 
becomes scarce. While these supplies of capital are daily influ- 
enced by those forces which influence earning power, it might 
theoretically be possible that capital had become scarce while 
earning power continued unimpaired. In such eases, the market 
prices of the stock would fall because of the scarcity of capital. 
This cause might be described as extrinsic to the stock, while the 
causes influencing its dividend-paying power would be intrinsic. 
It is the constant interplay of these two classes of forces — those 
which influence earning power directly, and those which influence 
the supply of free capital — which determines actual quotations 
in the stock-market. 

Each of these influences, moreover, reveals itself in manifold 
forms. Among the influences which affect prospective earning 
power, are all the facts and rumors which indicate the economic 
future, — not only whether crops are to be large or small, but 
whether consumption is to be greater or less; whether given 
properties are managed well or ill; whether the rate of growth 
of population and wealth promises increased earning power in the 
future, or whether competitive establishments threaten to reduce 
the margin of profit; whether legislatures are disposed to grant 
new franchises and continue old ones, or to impose direct burdens 
to be paid out of dividends, and indirect burdens, which gradually 
cripple the producing power and the initiative of the co mmu nity. 

It is because these facts and many others have a bearing on the 
present and future earning power of property represented by 
securities on the stock exchange that every particle of news hav- 
ing any business significance, even though it is in part diplo- 
matic or political, is so eagerly sought and closely scanned by the 
careful broker and speculator. It is in estimating the exact 
weight to be given to each of such probabilities in affecting the 
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price of a given stock that the speculator is said to " discount " 
the market, and inevitably he makes a larger allowance for the 
effect of such contingencies upon "active" and undistributed 
securities than upon those whose earning power such contingencies 
are likely to affect less seriously. 

" Gilt-edged " securities — those suitable for the investment of 
trust funds — acquire their character because they represent enter- 
prises which are not on the margin of speculative investment. 
If they are manufacturing enterprises, they are engaged in pro- 
ducing articles of nearly constant demand, only slightly affected 
by changes in degrees of prosperity. If they are railroads, they 
are in old and thickly settled sections, where traffic is not likely, 
even under the most adverse conditions, to fall below the amount 
required to pay interest or earn dividends. If they are govern- 
ment bonds, as is often the case, they depend upon the element, 
less distinctly economic, of the good faith and established credit 
of the issuer, but even here value depends upon the fundamental 
requirement that the community shall possess the wealth and 
economic efficiency necessary to pay taxes and maintain a well- 
balanced budget. In all these cases, such securities may represent 
a first lien on earnings whose ultimate limit is more or less 
speculative ; but the " gilt-edged " securities will be secured by 
earnings below the margin of speculation, while the "active" 
securities will represent the earnings beyond this margin which 
may fluctuate greatly under varying conditions. 

On the side of the supply of floating capital, also, the influ- 
ences are manifold which may raise or depress the prices of 
securities. To a certain extent these influences are general in their 
scope, and affect more or less the " gilt-edged " investment securi- 
ties as well as those of a more speculative character. Fundamen- 
tally, the volume of free capital is disclosed by the rates for the 
use of money. If what is popularly called " money " is scarce, the 
interest rate is high; if it is plentiful, the interest rate is low. 
Under the direct operation of this influence, the prices of stocks 
should be high when money is low, and should be low when money 
is high. The influences which operate upon the stock-market, 
however, are psychological as well as quantitative. Hence it 
often happens that the spirit of speculation and optimism which 
accompanies a rising market persists in the face of high rates for 
money. On the other hand, stock speculation may be at a stand- 
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Btill and prices of securities low while money lies idle in the 
banks and begs for employment at low rates. The operation of 
this psychological influence is sometimes felt, therefore, in direct 
opposition to what would be the mathematical influence of the 
supply of free capital, and this fact indicates how difficult is the 
problem of the speculator of estimating truly the future value 
of securities. 

When the demand for money and capital is active, it is because 
circulating capital is being converted into fixed forms. Men 
who are saving money are investing it in the extension of the 
mechanism for making and transporting goods. Under the mod- 
ern organization of industry and finance, this does not require 
that each individual with money to invest shall be the operator 
of a mill or railway. In order to be part owner, with participation 
in the profits without direct responsibility for the management, 
he is able to make his investment by buying shares in new enter- 
prises on the stock-market. In prosperous times, the demand 
for such shares begins to exceed the supply, unless many new 
enterprises are undertaken. 

The fact that new capital is coming into the market seeking 
investment operates to enhance the price of existing securities as 
well as to afford a market for new ones. To the investor with 
capital to spare, it is indifferent whether he buys stock of an old 
company which is paying dividends or a new company which 
under assurances of equal safety offers the same return upon the 
amount invested. In the market the whole body of new capital 
bids for the whole volume of securities. There is no distinction 
between the old and the new as such, except as the new securities 
in most cases are " undistributed," and from being untried may 
appeal to the speculative element rather than to those who seek a 
tested " gilt-edged " investment. 

The increase in the price of securities is due, fundamentally, 
to an increase of capital bidding for their ownership. A demand, 
however, usually creates a supply, and hence the large investment 
demand results in the creation of new securities, which sometimes 
have little other warrant for existence. There comes a point at 
which, even if the proposed enterprises are not distinctly fraudu- 
lent or unsafe, the supply of capital for carrying them on is en- 
tirely absorbed. The psychological element of faith in a rising 
market is usually prolonged beyond the point at which the supply 
vol. cwrax, — no. 580. 23 
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of capital equals the demand. Capital cannot under any circum- 
stances be applied to new enterprises beyond the amount for 
which it actually exists; but under our flexible system of credit 
it may be subscribed, by borrowing, for new enterprises, up to the 
point where bank reserves are reduced below the point of safety, 
and by bringing it in from abroad. 

When sharp warning is given by impaired bank reserves of the 
exhaustion of the fund of free capital, the psychological element 
becomes the controlling factor in the market. The demand for 
stocks in new enterprises ceases, often very abruptly; these and 
other stocks fall; the strain put upon the financial resources of 
new enterprises breaks down the weak, and their collapse arouses 
fears in regard to others. Hence develop conditions approaching a 
panic, and the owners of capital are driven by fear from the stock- 
market. Under such circumstances, not only do stocks fall 
rapidly in price, but even those considerable accumulations of 
capital which go on in both good times and bad do not make their 
appearance in the stock-market bidding for securities. The psy- 
chological factor in the problem keeps the new capital in the 
form of banking credits, and leaves securities to fall to low prices 
because they are confronted by only a limited demand. 

The mechanism through which these conditions are expressed 
in the money market is complicated, but elastic. It is influenced 
primarily by the rates charged at the banks for the use of capital. 
It is influenced also by such banking laws and customs as pre- 
scribe definite rates for reserves. A law which imposes unneces- 
sary restrictions on the issue of bank-notes makes it less easy to 
convert saved capital into transferable form. A law which com- 
pels the setting aside of special reserve funds — like the recent 
requirement imposed by the New York Clearing-House on trust 
companies as a condition of using the Clearing-House — might 
reduce materially the amount of capital seeking investment in 
the stock-market by compelling the trust companies, if they com- 
plied with such a requirement, to call in loans to the amount of 
several times the cash which they were required to set aside. The 
state of foreign exchange, whether resulting in large offerings of 
bills, which might place considerable sums for lending at the 
command of the exchange houses, or compelling the shipment of 
gold with corresponding contraction of credit, is another factor 
in determining the movement of circulating capital and the 
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prices of securities. Measures of the government in withdrawing 
money from the market by taxation, or putting it into the market 
in the form of deposits in banks, are also an important factor in 
the United States and in some other countries. In Great Britain, 
when the government wishes to contract the volume of credit, it 
" borrows from the public," according to the phrase of Lombard 
Street, by selling treasury certificates and transferring the pro- 
ceeds to the Bank of England. The Bank cooperates with the 
government, if contraction is desired, by raising its discount rate 
and thus preventing the too easy return of the money into the 
hands of the public. 

It is the relation of the gold-supply to credit which reflects the 
supply of free capital and causes those sudden and sharp changes 
in the stock-market which are considered by superficial observers 
as independent of the general conditions of business. If credit 
has been overstrained by speculation, there comes a time when 
gold reserves are depleted and energetic steps have to be taken 
to replenish them. The classical method for doing this is to re- 
duce loans and raise interest rates. Both these steps tend to dis- 
courage speculation by making it more difficult to carry securities 
at a profit on margins. Hence securities are thrown upon the 
market, already disturbed, radically changing the relations be- 
tween supply and demand for them. While the stock-market, by 
means of the arbitrage of securities and the ability to substitute 
securities for gold in paying foreign obligations, acts in the long 
run as an effective buffer between gold and goods, yet in so acting 
it displays a sensitiveness which sometimes leads to a misconcep- 
tion of its functions. 

The sensitiveness of the stock-market is due to the fact that it 
is the market for capital which is free and uninvested. Indi- 
viduals and institutions having capital which they have not de- 
cided to invest in a permanent manner in new mills, new railways, 
or some other form of fixed capital, hold it in the form of gold 
coin or banking credits. It is conceivable, and it often happens, 
that this fund of floating capital changes radically in its relation 
to the volume of securities in the market within comparatively 
short intervals. While the number of available acres of real estate 
in the country is expansible only by the clearing of new tracts, 
and the capital invested in cotton-mills or iron-mills at any 
given moment is capable of increase only by the slow processes 
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of new construction or improvement of old, so that these forms 
of capital are comparatively fixed within short intervals of time, 
the supply of floating capital in a given market may change hy ten 
or twenty per cent., or even more, within a very short interval. 
Hence it is that values in the stock-market reflect in a most sen- 
sitive manner this movement of capital. 

A good illustration of sudden changes in the factors of both 
free capital and confidence is afforded by the experience of the 
three years 1902-4. During the first year of this period, free 
capital was constantly coming upon the market, seeking invest- 
ment. But the supply soon overtook the demand. A surplus of 
"undigested securities" pressed upon the market in 1903, free 
capital became scarce, and the public took alarm and began to 
hoard their capital in the form of banking credits, instead of 
bidding with it for securities. In the mean time, the scarcity 
of free capital in the market enabled the banks, which held the 
money of the public, to exact five and six per cent, upon short- 
term loans upon notes drawn by those railways which needed the 
capital to complete necessary improvements. Then came the 
reaction, — the continued piling up of saved capital by owners 
too timid to invest it, — until confidence returned in the summer of 
1904, and principal stocks advanced more than 20 points within a 
few weeks. 

Under the modern organization of capital, the elastic element in 
the problem, and therefore the most sensitive, is furnished by 
the stock-market and the interest rates charged by banks for 
stock-exchange loans. If stock-exchange loans did not exist, so 
that banking credits consisted wholly of commercial loans, com- 
mercial credit would go through the same tendency to overexpan- 
sion as sometimes stimulates credit granted for stock-exchange 
loans, and would be brought to a sudden halt when it became 
necessary to replenish reserves and restrict loans. In so far, there- 
fore, as influences which affect stock-exchange prices are ephemer- 
al, the stock-market protects the market for commercial credit 
against excessive and unnecessary fluctuations. In so far, however, 
as they reflect a persistent economic tendency, the market for com- 
mercial credit and the prices for goods finally follow these influ- 
ences, but mitigated and attenuated by the transmission of the 
shock through the markets for stock-exchange loans and for securi- 
ties. 
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If the modern organization of industry included only gold and 
goods, without stock-exchange securities, then overproduction of 
goods or the unnecessary multiplication of mills and railways 
would be reflected promptly in the prices of the goods. If gold 
reserves became reduced unduly, so that it became necessary to 
obtain foreign gold, it could be obtained only by the method 
pointed out by the classical theory of the exchanges, — by re- 
ducing the prices of goods. Certain goods most sensitive in price 
to the foreign demand would have to be exported at a sacrifice, in 
order to redress the balance of credit to a basis of solvency. This 
happens under existing conditions if there has been a real over- 
production of goods of certain classes or an undue multiplication 
of the means for creating them. Exports of these classes of goods 
are increased by reducing their price. This increases the foreign 
credit balances of bankers, and permits them to obtain gold to re- 
store their impaired reserves. 

Through the insurance afforded by the mechanism of the ex- 
changes the process is more gradual and less destructive to dealers 
in goods than if they themselves had to bear the entire burden 
of the change in the relations of demand and supply for free 
capital. Where the rate for money on stock-exchange loans may, 
under existing conditions, change within a short interval from one 
per cent, to six per cent., while commercial loans remain sub- 
stantially unchanged, the merchant would have to face radical 
changes in the rate for commercial loans and would see the profits 
upon his products affected in a corresponding ratio. Under 
present conditions, the sale of securities at a sacrifice in a foreign 
market tends to restore the equilibrium of credit, where in the 
absence of securities sacrifice of goods would be required to re- 
store this equilibrium. The burden of risk is thus shifted in 
large degree from the manufacturer and merchant, who cannot 
devote their entire time to studying the market for securities and 
foreign exchange, to brokers and speculators, who are willing to 
make a profession of studying such risks. 

How the interplay of these varied forces determines the move- 
ment of surplus capital is the key to the theory of the stock- 
market and its reason for being. If investments in a given direc- 
tion are proving unprofitable, they cease to be attractive. New 
enterprises of a similar character are not inaugurated, because 
their stocks and bonds cannot be sold. New enterprises of a more 
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profitable character, on the other hand, find a market for their 
securities as soon as they have convinced the public that they 
meet a public need. Through this mechanism of the stock ex- 
change, therefore, is placed in the hands of the public the de- 
termination of the direction in which new capital shall be applied. 
Inevitably, this determination is not arbitrary. It follows the 
lines of the greatest profit upon capital. In so doing it follows 
the lines of the greatest utility of capital to the community. 
The enterprises which meet wide public demands, whether these 
are ethically high or not, are those which attract capital because 
they pay the highest return. Their securities rise in the stock- 
market. The securities of enterprises which do not meet a public 
need either find no market from the beginning or decline in price 
as their lack of earning power becomes apparent. 

The speculator who applies intelligence and foresight to the 
study of market conditions, and is not merely a gambler on 
chances, aids the community in determining the direction in 
which capital may be applied with the greatest economy. In a 
broad sense commercial operations justify the analysis made by 
Professor Flux:* 

"It may be acknowledged that every producer for a future market — 
that is to say, practically every producer — is to some extent a speculator. 
He anticipates what will be wanted, at what prices, and in what quanti- 
ties, and sets to work to provide a supply in accordance with those an- 
ticipations. If his anticipations turn out to have been sound, he profits; 
if otherwise, he loses. The adjustment of the different parts of the 
productive forces of the society to the satisfaction of its various needs, 
depends in very great degree on the correct formation of these anticipa- 
tions." 

It is thus through the mechanism of the exchanges that the 
true relations of supply and demand are revealed to producers. 
On the produce exchanges and stock-markets are reflected^ by 
fractional fluctuations in prices, the slightest changes in supply 
and demand, and the reaction of these causes upon one com- 
modity in producing changes in the demand and supply of other 
commodities. As money permits the measurement of one article 
against another by price, enabling the relative cost of production 
and utility of any two or more articles to be accurately compared 

* " Economic Principles," p. 158. 
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according to a common standard, so the stock-market permits the 
reduction of all these price comparisons to a common nnit of 
measurement for the operations of stock companies. 

The stock-market affords the most sensitive barometer of the 
operation of the scientific laws of value. On this market are de- 
cided the contests between buyers and sellers, which result in the 
settlement of the price of any particular security at just the point 
of its marginal value in relation to other securities. The level 
of prices established represents, upon the whole, all the known 
facts regarding the value and earning power of any enterprise 
represented by securities and the average judgment of competent 
persons regarding its future value and earning power. As the 
fall in the price of commodities below cost of production is a 
warning to their producer to diminish his output, so a similar 
fall in the price of securities of a given class is a warning to their 
holders that their ' capital has been unwisely applied, and is a 
warning to the investing community that future investments of 
capital should be made in other directions. The stock-market, 
therefore, affords a daily and sensitive test of the usefulness of 
enterprises to the industrial community. Under its operation, 
useless production which might otherwise be continued in igno- 
rance is arrested, and capital is diverted from paths which afford 
less utility to those which afEord the highest utility. "It has 
been seen," says Professor Pareto, " that bargaining was an opera- 
tion by means of which the market resolved in practice the equa- 
tions of production; speculation is an operation by which it is 
sought to reach in the promptest possible way the solution of 
these equations." 

Charles A. Cohant. 



